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Collateral and security issues in the marijuana industry
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Imagine a notsodistant future where the liberalization of marijuana laws continues 
unabated. By then, perhaps Congress will fix the roadblock created by the Bank Secrecy Act for 
providing financial services to the booming marijuana industry. Several bills to do so have already 
been introduced in the current Congress, so it is not a stretch to imagine one such law passing in 
the near future.

These issues are just beginning to appear in court. For example, in late July, The Fourth 
Corner Credit Union sued the Federal Reserve and the National Credit Union Association in 
Colorado federal court seeking declaratory judgment for deprivation of “equal access” to Federal 
Reserve Master Account banking services in violation of the Administrative Procedure Act and its 
Fifth Amendment rights.

Even when marijuana businesses have cleared the roadblocks to banking services, lenders 
and their counsels have a huge problem — how should banks appropriately value and 
collateralize the marijuana?

For commercial loans, a lender may take a security interest in almost anything. Most security 
agreements contain “blanket” collateral descriptions to create a security interest in any personal 
property interest of the borrower.

Typically, the borrower grants a security interest in its inventory. Here, marijuana is 
obviously a valuable asset due to the potential to generate significant cash flow. Marijuana 
inventory, however, is atypical. Where legal, all states strictly regulate the companies that may 
lawfully grow, distribute and sell marijuana. Failure to do so would violate the Cole Memo that 
sets forth the Department of Justice’s marijuana policy objectives.

A foundational question is how marijuana will be categorized under the Uniform Commercial 
Code. While growing, or in a grown stage, marijuana appears to be a “farm product.” Crop 
products in their unmanufactured state are still farm products.
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In Illinois, either a registered cultivation center or a registered dispensary may turn the 
marijuana farm products into inventory by manufacturing cannabisinfused products. It is 
debatable whether the manicuring and trimming of the marijuana before it is packaged by the 
gram and sold constitutes sufficient manufacture to change the farm products into inventory.

Regardless, a registered cultivation center may only sell its marijuana farm products or 
inventory to a state registered dispensary. In turn, an Illinois marijuana dispensary may only sell 
its inventory to registered qualifying patients or it must destroy its inventory.

While the registered cultivation center or dispensary could grant a security interest in its farm 
products or inventory, it cannot grant a security interest in its state license to sell marijuana.

The specific Illinois law does not expressly prohibit granting security interests in the state 
licenses to sell marijuana, but the restrictions imposed by the state on the licensing issuance and 
renewal creates the presumption they cannot be used as collateral.

Generally, state laws provide that no security interest may attach to a liquor license, explosive 
license or patent license. Marijuana licenses will likely face the same treatment.

The financial lender is not licensed to possess or sell the marijuana. In the case of either a 
cultivation center or dispensary, sale of its marijuana is strictly regulated. Therefore, upon default 
by the borrower, the value of the marijuana (as a farm product or inventory) appears to be non
transferable.

If the borrower defaults, the lender can repossess and liquidate all the real estate and 
equipment of the marijuana business, but not the marijuana itself without state approval. The 
marijuana business depends entirely on its unique statutory rights to possess and sell marijuana. 
The most significant value of the borrower to the lender is its cash flow.

Imagine if the marijuana business operates outside of state law and the DEA seizes the 
marijuana inventory in a raid. With the marijuana taken as evidence, it cannot be liquidated. In 
this scenario, the bank financing that marijuana inventory should value its collateral at zero.

At a minimum, a loan should be structured purely on buildings and equipment, as if the 
inventory creating the cash flow could vanish at any time. As a result, the bank should also 
require the marijuana business to provide cash or other cash equivalent pursuant to a collateral 
pledge agreement at some percentage of the value of the marijuana.

If the DEA were to then walk away with the marijuana inventory, the bank declares a default 
and setoffs the cash.

Another option for the lender is to raise the interest rate charged for the extra risk inherent 
with a marijuana business loan based on the concept that the unknown is obviously more risky 
than the welltrodden. However, if the legal roadblocks are completely removed, a race to offer 
lending services to marijuana businesses could make the market ultra competitive.

Charging additional interest to compensate for the risk of the possible loss of marijuana 
inventory is another alternative for lenders.
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In summary, while legalization itself may not be far in the future, the marijuana businesses 
will continue to be strictly regulated like those selling alcohol, tobacco or drugs. Valuing the 
marijuana inventory or farm products will be a challenge to prospective commercial lenders. 
Through proper planning, financial institutions have several creative options available for 
compensating the risk of loss.

If Congress or the courts finally relent to the will of the overwhelming majority of the 
American people — 81 percent support legalizing medical marijuana according to a February 2015 
Harris Poll — taking security interests in the marijuana industry will become routine.

Those who consider these issues in advance will gain a competitive advantage in this newly 
established market.
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